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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO Judge: Petitioners petitioned the Court to
redeterm ne respondent’s determnation that they are |liable for
Federal inconme tax deficiencies for 1997 and 1998 of $59, 117 and
$62, 558, respectively, and for accuracy-rel ated penalties under
section 6662(a) of $11,823.40 and $12,511. 60.

We decide the follow ng issues:
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1. Wiether the trusts petitioners used during 1997 and 1998
shoul d be disregarded for Federal incone tax purposes because the
trusts were shans. W hold they shoul d.

2. \Whether petitioners are liable for the accuracy-rel ated
penal ti es under section 6662(a). W hold they are.

Unl ess otherw se noted, section references are to the
applicable versions of the Internal Revenue Code. Rule
references are to the Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sonme facts were stipulated and are so found. The stipul ated
facts and the exhibits submtted therewith are incorporated
herein by this reference. Petitioners resided in Fair Qaks,
California, when they petitioned the Court. They filed 1997 and
1998 Federal inconme tax returns on October 15, 1998, and on July
28, 1999, respectively. They did not report on those tax returns
Social Security benefits, inconme from self-enploynent, and incone
recei ved by the JREP Trust, PERJ Trust, and CSM Busi ness Trust
(collectively referred to as trusts?).

Petitioners established the trusts on January 1, 1992.
Petitioners were the initial trustees of CSM Busi ness Trust (CSM

Trust), and M. N chols was an initial trustee of PERJ Trust and

1 W use the words “trust” and “trustee” in our findings of
fact for narrative convenience. W do not intend our use of
those ternms to indicate any concl usi on about the substance of the
transactions at issue.
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of JREP Trust.2? PERJ Trust was the sole beneficiary of CSM
Trust. During 1997 and 1998, PERJ Trust was the sole beneficiary
of JREP Trust. The address of each of the trusts was the sanme as
the address of petitioners’ principal residence.

On January 1, 1992, petitioners transferred a parking | ot
sweepi ng business to CSM Trust. Before this transfer, M.

Ni chol s had operated the business as a sole proprietorship under
the name “Cl ean Sweep Mai ntenance”. Petitioners then transferred
their principal residence to PER]J Trust.

Petitioners transferred the equi pnent of the sweeping
business to JREP Trust. JREP Trust |eased the equi pnment of the
sweepi ng business to CSM Trust.

On Cctober 13, 1995, petitioners signed and notarized a
“Certification of Revocable Living Trust and Loan Agreenent”. In

the certification, petitioners stated that they are the trustors

21t is not clear fromthe record who were the trustees of
any of the trusts during the relevant years. Janes A N chols,
petitioners’ son, filed 1997 and 1998 Federal inconme tax returns
for all three trusts in his capacity as trustee. In the case at
hand, Robert Hogue (M. Hogue) cosigned with petitioners the
stipulation of facts as a trustee of JREP and PERJ Trusts. In
addition, M. Hogue filed petitions with the Court on behal f of
these trusts. See CSM Trust v. Conm ssioner, docket No. 9796-
Ol1L; JREP Trust v. Conm ssioner, docket No. 9795-01L; PERJ Trust
v. Comm ssioner, docket No. 9794-01L; PERJ Trust v. Comm ssSioner,
docket No. 6727-01; JREP Trust v. Conm ssioner, docket No. 6726-
01. Because of M. Hogue's failure to establish his capacity as
a trustee, the Court dism ssed those cases on the ground that
they were not filed by a proper party.
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of PERJ Trust. They stated further that PERJ Trust is revocable
at their discretion.

On July 25, 1995, petitioners signed a “Uniform Residenti al
Loan Application”. In the |loan application, M. N chols stated
that he had been self-enployed for 19 years as the owner-operator
of a sweepi ng busi ness doi ng busi ness as C ean Sweep Mi nt enance.
Petitioners also listed their personal checking and savi ngs
accounts. Those sanme accounts were the bank accounts of CSM
Trust, JREP Trust, and PERJ Trust. During 1997 and 1998,
petitioners were the only persons who had signatory authority
over those bank accounts.

CSM Trust filed partnership returns for 1997 and 1998.°3
PERJ Trust was indicated as a partner holding a 99-percent profit
interest in CSM Trust, and Ms. Nichols was said to be a partner
hol ding a 1-percent profit interest in CSM Trust. Those returns
were filed under the sanme enpl oyer identification nunber as had
been used on the trust incone tax returns filed in the name of
CSM Trust for taxable years before 1997.

On their 1997 and 1998 Federal incone tax returns,
petitioners understated their interest inconme by $25 and $45,

respectively. Petitioners also did not report Social Security

3 The record does not indicate why CSM Trust filed
partnership returns for those years.
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benefits of $7,964 and $8, 192 which they received during the
respecti ve years.

On April 4, 2000, petitioners sent a letter to respondent
with respect to the exam nation of their tax returns. The record
does not establish the taxable year(s) to which this letter
pertained. The letter stated:

This letter is to informyou that according to IRC
section 6001, we have NEVER BEEN SERVED NOTI CE by the
SECRETARY. The LAWsays, we will be served notice by
the Secretary as to such books, records, and docunents
that the LAWrequires us to keep. Not wanting to skip
over the nost inportant part of this LAW but it
clearly states that this LAWonly applies to EVERY
PERSON LI ABLE FOR ANY TAX * * *

* * * * * * *

As to the authority to exam ne us, our research
has shown that the only IR Code section that cones
close to authorizing “sonme type of agent” to exam ne
books and records is, IR Code section 7602. Yet this
| R Code section has NEVER been published in the Federal
Regi ster under Title 26, only under Title 27. This
tells us that unless you are a Title 27 Agent (BATF),
you do not have investigative authority.

* * * * * * *

As to you telling us that we have a tax liability,
it just may not be correct, let us review how a tax
ltability is created. According to the IR code, in
order to determine liabilities, the Secretary nust file
an assessnment and furnish a copy to the taxpayer upon
request.

* * * * * * *

So pursuant to that section, please either furnish
us with such a record, or notify us that none has been
made, pursuant to IR Code section 6201 or as a
consequence of the Secretary not exercising | R Code
section 6020(b). Until such time that you furnish us a
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copy of such an assessnent, there is NO assessnent,
there is NOtax liability, and you DO NOT have the
authority by any IR Code section to exam ne or

i nvestigate our tax return.

* * * * * * *

Any further correspondence fromyou should be signed
according to that code section, or you will be in
violation of I RS Code section 7214(a)(7). |If we do not
have a reply fromyou within 60 days, we will consider
this matter dropped.

On July 14, 2000, petitioners mailed to respondent another
letter, Statenent of Protest. The letter stated:
Let this letter serve as a witten protest that we do

not agree with any of the adjustnments shown in I RS Form
4549- CG, | ncone Tax Exam nation Changes * * *

* * * * * * *

As to Form 4549, Incone Tax Exam nation Changes.
Pl ease be advised that we disagree with the exam nation
report in all aspects, and will not accept it as an
[sic] lawmful official docunents. |f the exam ners
report is a lawful official docunent, then the exam ner
failed to sign the report under penalty of perjury, as
per |1 RC Section 6065.

* * * * * * *

Where is the taxing statute that congress nandates you
identify as to any tax liability that we may have?

OPI NI ON
By notice of deficiency dated March 19, 2001, respondent
determ ned that the trusts were shans and shoul d be ignored for
tax purposes. Accordingly, respondent determ ned, petitioners

underreported their taxable incone by the anmpbunt of incone
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reported by the trusts. |In their petition, petitioners only deny
havi ng unreported i ncone, w thout specifically addressing any of
respondent’ s argunents.

We agree with respondent. Respondent’s determ nations of
deficiencies in the notice of deficiency are presuned correct,
and petitioners bear the burden of proving those determ nations

wong. Rule 142(a); Welch v. Helvering, 290 U. S. 111, 115

(1933). In certain circunstances, if a taxpayer introduces
credi bl e evidence with respect to any factual issue relevant to
ascertaining the taxpayer’s liability for tax, section 7491(a)

pl aces the burden of proof on the Conmm ssioner.* See sec.

4 Specifically, sec. 7491(a)(1) and (2) provides in part:

SEC. 7491(a). Burden Shifts Were Taxpayer
Produces Credi bl e Evidence. --

(1) General rule.--1f, in any court
proceedi ng, a taxpayer introduces credible
evidence with respect to any factual issue
rel evant to ascertaining the liability of the
taxpayer for any tax inposed by subtitle A or
B, the Secretary shall have the burden of
proof wth respect to such issue.

(2) Limtations.--Paragraph (1) shal
apply with respect to an issue only if--

(A) the taxpayer has conplied
with the requirenents under this
title to substantiate any item

(B) the taxpayer has
mai ntai ned all records required
under this title and has cooperated
(continued. . .)
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7491(a)(1); Rule 142(a). Section 7491 is effective with respect
to exam nations comenced after July 22, 1998. See Internal
Revenue Service Restructuring and Reform Act of 1998, Pub. L.

105- 206, sec. 3001(c), 112 Stat. 727. Although the rel evant

exam nation was conducted after July 22, 1998, petitioners failed
to meet the requirenents of section 7491(a)(1) and (2) in that
they did not present any credi ble evidence with respect to any
factual issue relevant to ascertaining their tax liability and
they did not maintain all records and cooperate with reasonabl e
requests by respondent for information and docunents. The burden
is on the taxpayer to show that the prerequisites of section

7491(a)(2) are satisfied. Snyder v. Conm ssioner, T.C Meno.

2001-255 (citing H Conf. Rept. 105-599, at 240-241 (1998), 1998-
3 C.B. 747, 994-995). Because petitioners failed to neet the
requi renents of section 7491(a), they bear the burden of proving
that respondent’s determ nations of deficiencies in the notice of
deficiency are wong.

A trust is disregarded for tax purposes if in substance it
is no nore than a paper entity, a sham |l acking any valid purpose

ot her than the avoi dance of t ax. Mar kosi an v. Conm ssioner, 73

4(C...continued)
wi th reasonabl e requests by the
Secretary for w tnesses,
i nformati on, docunents, neetings,
and interviews; and * * *
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T.C. 1235, 1244-1245 (1980). This is so even if the trust was
formed and had a separate existence under local |law. Znuda v.

Comm ssioner, 79 T.C. 714, 720 (1982), affd. 731 F.2d 1417 (9th

Cr. 1984).

Petitioners never introduced a scintilla of evidence which
woul d di sprove respondent’s determ nations that the trusts are
shans. In fact, petitioners failed to establish the very
exi stence of the trusts. Petitioners unsuccessfully attenpted to
prove the existence of the trusts by Forns 1041, U. S. |Incone Tax
Return for Estates and Trusts, filed with respondent. Those
forms do not persuade us that the trusts indicated in the forns
actually existed. Petitioners have failed to introduce into
evi dence any docunent establishing the ternms of the trusts, nor
have they obtained the testinony of James A N chols, who is
described on the trust returns as trustee. Petitioners were nmade
aware of the need for the trust docunents during the exam nation
of their returns for the years in issue and during discovery.
They have not denonstrated that they | acked access to those
docunents, nor have they shown that Janmes A. N chols is
unavail able to testify. W infer frompetitioners' failure to
produce such evidence that either it does not exist or, if it

does exist, it would be negative to petitioners. MKay v.

Conmm ssi oner, 886 F.2d 1237, 1238 (9th CGr. 1989), affg. 89 T.C

1063 (1987); Wchita Term nal Elevator Co. v. Conm ssioner, 6
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T.C. 1158, 1165 (1946), affd. 162 F.2d 513 (10th Cir. 1947);

Snyder v. Conm SsSi oner, supra.

We concl ude on the basis of our analysis and on the record
before us that the trusts were shanms. Accordingly, we wll
ignore them for Federal incone tax purposes.® W sustain
respondent’s determination that petitioners are liable for the
deficiencies in Federal inconme taxes for 1997 and 1998.

We now turn to the issue of the accuracy-related penalties.

Respondent determ ned that petitioners are liable for
accuracy-rel ated penalties under section 6662(a) and (d) as a
result of a substantial understatenent of income tax. Respondent
has the burden of production with respect to these penalties.
Sec. 7491(c). Section 6662(a) inposes an accuracy-rel ated
penalty in the anount of 20 percent of the portion of the
under paynment attributable to any substantial understatenent of
i ncone tax. Sec. 6662(b)(2). The understatenent is defined as
the excess of the anmobunt of tax required to be shown on the
return over the anmount of tax shown on the return reduced by any
rebate. Sec. 6662(d)(2). Under section 6662(d) (1), the
understatenent is substantial if the anpbunt of the understatenent
exceeds the greater of (1) 10 percent of the tax required to be

shown on the return or (2) $5, 000.

> W also note that the income which was reported by the
trusts, and which respondent has treated as unreported incone of
petitioners, primarily derived fromM. Nichols s sweeping
busi ness.
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We concl ude that respondent satisfied his burden of
production with respect to these accuracy-related penalties, and
that petitioners are liable for the sanme. Petitioners failed to
report the inconme purportedly received by the trusts.

Petitioners’ tax return for 1997 showed $5, 357 as tax due, while
the actual tax due was $64,474. Petitioners’ tax return for 1998
showed $4, 005 as tax due, while the actual tax due was $66, 563.

It follows that petitioners’ understatenents of income taxes for
1997 and 1998 were substantial. Petitioners failed to present
any evidence that either of those understatenments was due to
reasonabl e cause. Nor did petitioners present any evidence that
t hey had made adequate disclosure, or that any exception applies
in their case to the inposition of accuracy-related penalties for
1997 and 1998.

We sustain respondent’s determ nation that petitioners are
liable for accuracy-rel ated penalties under section 6662(a) for
1997 and 1998.

We have considered all argunents nade by the parties and
have found those argunents not discussed herein to be irrel evant

and/or without nerit. To reflect the foregoing,

Deci sion will be entered

for respondent.




